I. INTRODUCTION In March of 2011, the European Commission (E.C.) proposed that the member states of the European Union allow corporations to elect a harmonized corporate income tax.' A particularly interesting feature of the proposal is that income would be allocated among the member states using a mathematical apportionment formula rather than, as currently is the law, by determining the source of income on a case-by-case basis. ' [Vol. 66:737
The E.C. proposal presents a number of interesting and important issues. One of the most interesting is how the apportionment feature of the proposal would impact business risk-taking within the European Union.' This article agrees and goes further to note that, by making the E.U. a more attractive location for investment, the E.C. proposal would put the U.S. at a competitive disadvantage. ' The next section of this article explains the E.C. proposal and provides some context. This is followed by a section that discusses how an income tax impacts risky investments in the one-country case. Then, the cross-border case is reviewed. This discussion illustrates the benefits of the E.C. proposal. The succeeding section of this article considers the significance of all this to the U.S. and any possible U.S. response. A conclusion follows. For the reader interested in understanding the general policy foundation for formula apportionment, this is discussed in this article's appendix.
II. FORMULA FOLLOWS FUNCTION?
One goal of the European Union is to reduce legal obstacles to doing business across member states. Part of this project is to eliminate tax frictions to cross-border business. 6 To this end, the European Comoperation of this limit, any U.S. company whose average foreign tax rate (determined under U.S. principles) exceeds the U.S. rate is effectively U.S. tax-exempt on an additional dollar of foreignsourced income. The extra dollar generates U.S. tax, but also increases the foreign tax credit by the same amount so that there is no net increase in U.S. tax. On 2006 returns, U.S. companies had almost $108 billion of creditable taxes, but were only allowed $78 billion in foreign tax credits. 101-02 (1994) .) Additionally, foreign-sourced income earned by a U.S. person through a foreign corporation is generally taxed by the U.S. only when repatriated to the U.S. (through dividends, interest, royalties, and the like). Interestingly, while some U.S. corporations had a total of $30 billion of uncredited foreign income taxes (including carryovers from past years), other U.S. corporations paid roughly the same amount, $30 billion, in U.S. tax on foreign-sourced income.
McGrath, supra, at 135. Note that apportionment is merely a sourcing rule, not the entire international tax regime. As to active business income, apportionment can be used both under a territorial system, like those in Europe, or under a foreign tax credit system, like that in the U.S. 
(2011).
5. In this context, a country's "competitive advantage" is a feature of the country's tax system that encourages more investment or other business activity in the country than would occur in the absence of the tax provision. mission proposed a common consolidated corporate income tax base: Every corporation doing business in the European Union would be allowed to elect 7 to use one common measure of taxable income for the purpose of determining its tax obligation to all member states of the European Union.' This would simplify tax compliance and eliminate the existing inconsistencies in tax treatment (which can result in partial double taxation or tax exemption), which undermine trade. The determination of the amount of worldwide income that is treated as E.U. income would be made under existing practice-transfer pricing.' Then, the question arises as to how the common E.U. tax base would be allocated among the member states. Current law, which involves separately accounting for each geographic piece of the multinational enterprise, was rejected. The European Commission proposed formula apportionment. It was decided not to allocate on the basis of either macro-economic factors or local value added.' 0 The suggested formula uses three taxpayer-specific factors:
Local Base = EU Base X The total amount of income in the E.U., the "EU Base," would be apportioned among the member states by the formula in order to determine
Strategy for Providing Companies with a Consolidated Corporate Tax Base for Their EU-Wide
Activities, at 10-21, COM (2001) 582 final (Oct. 23, 2001). 7. The E.C. indicates that this election is provided so that one-nation businesses are not burdened with adapting to a new tax regime. E.C. Proposal, supra note 2, at 5. In the spirit of the E.C.'s analysis, this article assumes that the proposal would apply to all international business in the E.U.
8.
Id. at 21-22. The E.C. proposal provides that, if the common base is elected, formula apportionment that mandatorily looks through related corporations-combined reporting-is required. Id. at 38. (What we in the U.S. call "combined" reporting, the E.C. proposal calls "consolidated" reporting.) 27, 2007) . The E.C. proposal contains special apportionment rules for financial institutions, insurance undertakings, oil and gas, and air and water shipping and transport. E.C. Proposal, supra note 2, at 53-54. This article focuses on the general three-factor formula.
11. The reader might note that the formula could be simplified by distributing out the three "1/3d" factors. The presentation above, however, best captures the intuition of three evenly weighted factors.
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[Vol. 66:737 each state's share of the EU Base, the respective "Local Base."' 2 Income apportioned to a member state would be taxed by that state at the local rate.' 3 The formula uses three evenly-weighted factors: sales, labor, and property. The sales factor compares the total sales (in Euros) with a local destination to the total E.U. destination sales (in Euros). The labor factor uses two evenly-weighted sub-factors: payroll (in Euros) and number of employees." First, the local payroll is compared to total E.U. payroll. Second, the number of local employees is compared to the total E.U. number. Finally, the property factor compares local tangible assets (at tax book value) to the total E.U. tangible assets (at tax book value)."
The European Commission identifies reduced compliance costs for taxpayers and tax enforcement agencies as the principal advantage of its apportionment proposal.1 6 Under current law, a business operating in multiple member states must treat each local piece as if it were freestanding and each piece must be accounted for separately." Transfer prices are set for the dealings between the pieces based on a hypothetical "arm's-length" standard. The Appendix explains that, as to a modem integrated multinational, there is no economic basis for determining these hypothetical prices in most cases. As a consequence, determining these prices and then policing them consumes considerable resources with no economic point:
12. E.C Proposal, supra note 2, at 14. All income would be subject to apportionment. In contrast, some U.S. states apportion only passive income. Joann M. Weiner 13. An overall loss would be carried forward to be applied against future years' income and allocated by the factors in the relevant future years. E.C. Proposal, supra note 2, at 35.
14. In the U.S. and Canada, the labor input is customarily applied by valuing labor at its cost (payroll). But, in the E.U., the less well-developed countries argued that their relatively lower wages would inappropriately limit their tax base under such an allocation formula factor. So, the European Commission proposed that labor be reflected in any apportionment formula both (i) with respect to the cost of payroll and (ii) with respect to the number of employees, with the two components equally weighted. Common Consolidated Corporate Tax Base Working Group There is a considerable irony here: The primary goal of the E.U. is to open markets. Open markets have freely mobile labor. In theory, if labor were freely mobile within the E.U., the (riskadjusted) wage differential between the member states would not exist. Under these circumstances, the E.C.'s adoption of a number-of-employees factor testifies that the E.U. still has a long way to go in achieving an open E.U. labor market.
15. For purposes of the property factor, an ad hoc capitalization of research and development (R&D) expense is provided, but the location thereof is not specified, perhaps since it is assumed to be situated in the locality where the R&D is incurred. See E.C. Proposal, supra note 2, at 51. 16 . E.C. Impact Assessment, supra note 2, at 32-43. 17. See generally Weiner, supra note 12, at 3-4.
A key obstacle in the single market today involves the high cost of complying with transfer pricing formalities using the arm's length approach. Further, the way that closely-integrated groups tend to organise themselves strongly indicates that transaction-by-transaction pricing based on the 'arm's length' principle may no longer be the most appropriate method for profit allocation." These extra costs are not present in a purely local business, so that these costs discourage cross-border business." (Of course, taxpayers' ability to game transfer pricing can create an incentive for multinational operation.
20 ) The costs of transfer pricing are particularly troublesome with regard to small-and medium-sized businesses.
2 ' The E.C. Staff Impact Assessment bases its estimates here on detailed business financial data collected in a Deloitte poll of tax experts and in a PricewaterhouseCoopers poll of multinational companies located in the European Union. No change in national revenues is intended by the E.C. proposal. 23 Nevertheless, the Staff Impact Assessment estimates material changes, from a loss of nearly 40% for Finland to a gain of nearly 17% for Germany.
2 4 It is expected that these base changes would be offset by rate changes. 25 The estimated respective national welfare changes vary also, from an approximately 1.2% of GDP gain for Belgium to a loss of approximately 1.6% of GDP for Luxemburg. Impact Assessment based its estimate on financial information from a sample of about 6,700 E.U. multinational groups in the financial sector and about 2,000 groups in the non-financial sector for 2002 through 2005. Id. at 23. These numbers are for the proposal that pierces veils by requiring a group combined return in the E.U. Id. at 30. 26. E.C. Impact Assessment, supra note 2, at 136.
III. DOMESTIC RISK
In order to evaluate how formula apportionment might change risktaking, it is necessary to consider how income taxation in a single jurisdiction impacts risk. Discouraging risk-taking is troubling, as it would undermine economic efficiency.
There are many ways to think about risk. In the tax policy literature, the analysis frequently starts by looking at how a flat-rate income tax might influence a taxpayer's choice between either (i) investing in (buying) a riskless bond or (ii) investing in a risky bond. 28 The risky bond promises a higher rate of interest-"extra" interest-to compensate the investor for the risk of nonpayment of principal and interest. If the investment works out as hoped, the extra interest is taxed. This alone would discourage risk-taking. But, if the tax also allows a full deduction for any principal lost if things do not work out, this would encourage risk-taking, balancing out the taxation of any extra profit. Even with this balance, however, an income tax still might impact risk-taking. Taxing profit and allowing losses reduces the net risk to an investor, which could change investment decisions (depending on investors' risk preferences).
29 Also, the income tax taking wealth from the investor might impact her risk aversion."o Nevertheless, it seems pretty clear that balanced taxation of both any extra return and any loss experienced is required in order for an income tax not to discourage risk-taking. Current U.S. law can limit the benefit of losses." Any such limit discourages risk-taking. 32 A more interesting example for purposes of this article is a business that takes risk by creating and bringing to market a new product or service. Here, the accounting is trickier. There is no distinct investment, like buying a bond." Rather, there are costs of research and development. Most of these costs, even if viewed as part of an investment, are 
See
Gordon, supra note 29, at 25.
See I.R.C. § § 1201, 1202 (2006).
32. Of course, because a taxpayer can pick and choose when to recognize profits and losses, there are good reasons to limit the deduction of losses that a taxpayer chooses to recognize while having unrecognized gains. Nevertheless, a failure to allow real losses discourages risk-taking.
33. 34 If the business has other income against which to use the deductions, the investment gets an immediate tax benefit, which encourages risk-taking. In Europe, research costs generally are deductible, but development costs sometimes are not. 35 The E.C. proposal would allow expensing of all R&D costs.
3 6 One can question whether a tax incentive for risk-taking through research and development is sound policy, but the incentive is well-established."
Matters are more involved when the relevant income tax has graduated rates.
3 ' To the extent that any loss would be allowed against income that is taxed at a lower rate than any profit would be taxed, risk-taking is discouraged and vice versa. Current corporate income taxes, including those in the U.S., 39 generally have a fairly flat rate (particularly across years for a given taxpayer), so this concern is not particularly important in domestic taxation.
4 0 In the cross-border context, however, as discussed below, the loss and income may be taxed in different jurisdictions with different rate structures, so that the multiple rate problem is real.
IV. CROSs-BORDER RISK
With the background of the previous section of this article, the effect of income taxation on cross-border risk-taking, particularly the impact of the E.C. proposal, can be considered.
Consider the simple bond purchase choice example in the preced- [Vol. 66:737 ing section of this article. Assume that the bond will be purchased by a U.S. person. Interest would be sourced based on the location of the borrower.
4 1 Any loss would be situated in the U.S. 42 Thus, the U.S. bears its share of the risk of loss although it does not have primary tax jurisdiction over the "extra" interest. Only in the extremely unusual case that the foreign tax rate on the interest exceeds the U.S. rate is risk discouraged.
4 3 But, the U.S. is bearing the potential cost of preventing taxes on foreign investment from discouraging offshore risk."
While the bond choice example has a distinguished pedigree, the research and development example in the previous section of this article seems more poignant in the modem global, high-tech economy. Assume that a U.S. company engages in U.S. research and development in the hope of creating technology that can be licensed worldwide. The costs of the R&D can be deducted immediately and most reduce U.S. taxes.
45 If the project is successful, the royalties are sourced where the technology is licensed-mostly offshore.' Again, as with the bond example, the U.S. encourages foreign risk-taking. Matters are worse here, however. In the bond example, the U.S. has a revenue loss only if there is a realized
I.R.C. § § 861(a)(1), 862(a)(1) (2006).
It is assumed that the bond is not held as inventory by the U.S. person, which inventory status could only be the case with a securities dealer. As discussed in note 3, supra, the U.S. exercises secondary tax jurisdiction over foreign-sourced income of U.S. persons. As to the bond example itself, this can be important, since source countries frequently do no exercise their primary tax jurisdiction over investment interest of foreign persons. See, e.g., I. R. C. § § 861(h), 881(c) (2006). However, as discussed in note 3, supra, (i) many U.S. business usually are effectively U.S. tax-exempt on foreign source active income and (ii) overall U.S. businesses pay no net U.S. tax on foreign source income (assuming that all foreign taxes ultimately are credited). Therefore, the instant analysis does not reflect secondary tax jurisdiction. loss on the (principal of the) bond. In the R&D case, because of the immediate expensing of the up-front expenditures, the U.S. has a revenue loss even if the taxpayer has no economic loss. Foreign countries usually get to tax local proceeds, even proceeds that economically represent a return on the original investment in U.S. R&D.
47
Matters are different under the E.C. proposal." In the bond case, the interest income and any loss would be shared by all relevant countries (based on the apportionment factors in the respective years that the deduction is allowed and that the income is earned)." 9 A similar sharing would apply in the R&D case.o Profits and losses would be roughly matched in the relevant taxing jurisdictions. ("Roughly" because of year-to-year changes in the respective apportionment factors.)
This risk focus gives another view of one of the key problems in taxing multinational businesses: the location of the return on intangibles. The classic example is the R&D example above with the additional aspect that the multinational transfers the locally-developed technology into a foreign subsidiary if successful. Here, the U.S. provides tax benefits for the R&D and yet collects little or no tax on any return from the risk-taking until it is repatriated as dividends from the subsidiary."' Current U.S. law tries to limit this strategy by looking through the subsidiary or by imputing a royalty to the parent." These rules, however, only create foreign-source income. Even any later dividend likely will be treated as having a foreign source.
5 4 Apportionment that looks through subsidiaries (mandatory "combined" or "consolidated" reporting) would provide a balanced solution." The deduction and income would be spread among the relevant taxing jurisdictions using the factors, not, as currently, (i) as to the deduction, by ham-handed regulations, and (ii) as to the income, solely by where the technology is used.
The E.C. proposal looks even more desirable once one takes loss 47. There is no offshore tax only in the unusual case where, under a foreign country's tax system, development costs are capitalized and amortized, so that some later return is not taxed because it is offset by a deduction for amortization.
48. The basic approach here was motivated by Gdrard & Weiner, supra note 20. 49. This discussion assumes that the bond is held for use in a business so as to be associated with a permanent establishment. Different issues are presented by purely passive investments. The E.C. proposal would not change the rules applicable to purely passive investments, so it is reasonable not to consider the associated issues herein.
50. Interestingly, this is similar to the result today in the U.S. when a group of taxpayers use a qualifying cost sharing agreement under which the parties share R&D costs and any fruits thereof. limitations into account. Most countries, including the U.S., do not give a refund if a taxpayer has an overall loss (negative taxable income) in a given year. In the U.S., such an overall loss can be carried back two years and forward twenty to use against any overall net taxable income in such years carried to. 5 6 (When a carryback is used with respect to a past year, that triggers a refund.1 7 ) In Europe, similar carrybacks and carryforwards are allowed." To the extent that these overall loss limits reduce the value of (tax savings from) losses, risk is discouraged. Currently, in the U.S., the foreign tax credit limit 59 has the effect that losses are limited separately with respect to a taxpayer's domestic and foreign income. 60 As a consequence, an overall loss in either category can reduce the U.S. tax savings from the loss. In Europe, a foreign loss also generates limited tax savings.
6 1 Under the E.C. proposal, E.U losses reduce E.U. income and so are limited only if the taxpayer has an overall E.U. loss.
6 2 The E.C. proposal is less likely to discourage risk-taking than current law.
This feature of apportionment is one of the reasons that the European Commission was attracted to it. Under current law in the member states of the European Union, a multinational business is more likely to invest in risky activities in countries where the multinational has other income to use any loss against, which usually are the larger countries. 
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. EC Impact Assessment, supra note 2, at 13. 59. See supra text accompanying note 3. 60. For a U.S. person, an overall loss in either U.S. or foreign-sourced income reduces U.S. taxable income. I.R.C. § 63. Thus, a foreign-sourced overall loss immediately reduces U.S. taxes. See I.R.C. § § 1, 11, 55. If there are any later overall foreign profits, however, some of them are treated as U.S.-sourced for purposes of the limit on creditable foreign taxes. I.R.C. § 904(f). This reduces the U.S. foreign tax credit limit in the foreign profit year, which recaptures some or all of the U.S. benefit of the original foreign loss. I.R.C. § 904(a). Conversely, an overall U.S. loss reduces U.S taxes, which reduces the creditability of foreign taxes for that year (but the foreign taxes that are not allowed as a credit with respect to the current year carry forward to be used in later years). I.R.C. § 904(a), (c). If there is a later overall U.S. profit, foreign-sourced income that increases the amount of creditable foreign taxes is created. I.R.C. § 904(g). So, only in the unusual cases of (i) an overall U.S. loss not being followed eventually by an overall U.S. profit and (ii) an overall foreign loss not being followed eventually by an overall foreign profit is the statement ion the text inaccurate. The foreign tax credit limit applies separately to active and passive income.
I.R.C. § 904(d)(1). But, for purposes of this article, the effect of these baskets is unimportant, since both the R&D deduction and related income will be in the active basket. priately benefits the larger member states.' The E.C. proposal would not harmonize tax rates, only tax bases (electively). 65 To the extent that losses are in countries with lower rates than the rates of the countries where the income is taxed, risk-taking would be discouraged, and vice versa. Formula apportionment would soften this effect. Profit and loss would be taxed at one blended rate, with that rate based on the location of the factors in the relevant years. As a consequence, there would be fewer obstacles to cross-border business.
6 6 V. U.S. IMPACT The E.C. proposal would stop at the water's edge: In allocating income between the U.S. and the E.U., traditional separate accounting would continue to be used. 6 7 Nevertheless, adoption of the E.C. proposal would have economic effects in the U.S. In the E.U., businesses would be able to make more efficient business decisions without artificial tax obstacles. As a consequence, the E.U. as a whole would become a more attractive business environment. If the U.S. were to harmonize with the E.U. proposal, the analysis above suggests that worldwide economic efficiency would be enhanced, but there is no reason to believe that there would be a net gain for the U.S. solely from improved worldwide location decisions of businesses subject to (or potentially subject to) U.S. taxation. 68 This article has focused on the evocative R&D example. The U.S. and many countries in the E.U. provide tax incentives for R&D in the form of a tax credit or an over 100% deduction for R&D expenditures. 69 Most of these incentives only apply to domestic R&D, although the European Commission has formally expressed concern that such limitations are inconsistent with the goals of the Union. 70 The obvious question here is whether the effects of these incentives would drown out any effects from the E.U switching to apportionment. There are two reasons that the concerns herein still are important: First, the analysis in this article applies to all activities, not just to activities that qualify for any R&D tax incentive. The R&D example just proved helpful in illustrating the general point. Second, this article looks at the effect of the E.U switching to apportionment, not on the overall impact of all relevant tax provisions, including tax incentives for R&D. The effects of adopting apportionment include (i) the benefits from loss offset and the blended rates applied to profit and loss as well as (ii) the material benefits from reducing the costs of complying with transfer pricing, which, after all, the E.C. itself views as the primary selling point. The impact of these benefits is important no matter what. In any event, the economic literature has yet to find that R&D activity incentives, such as an R&D credit or an over 100% deduction, have a particularly strong impact on the location of R&D activities."
VI. CONCLUSION
The current worldwide business income tax regime rests on the assumption that income has a natural source. As the Appendix reviews, there is no economic basis for determining a geographic location for most types of income. Under these circumstances, sourcing rules can have surprising effects. It is well-known that sourcing rules impact where businesses operate. This article has shown how a change in European sourcing rules can hurt the competitive position of the U.S. The core principle of the current international tax system is that the primary jurisdiction to tax business income belongs to the country where the income is sourced.
7 2 Unfortunately, as discussed below, there is no ready way to source most types of income. 73 For this reason, some policy experts and the European Commission now propose replacing the current case-by-case source rules with general apportionment formulae for allocating income worldwide.
7 ' Formula apportionment has been the
72.
There is a large literature on whether source-based taxation is sound policy. Shay, Fleming & Peroni, supra note 3, at 88-115. Unfortunately, because of uncertainty in the incidence of a business income tax, this literature is inconclusive. (2010) . If a business income tax (whether imposed by the source country or the country where the ownership of the local business is situated) is borne by capital (because of lower after-tax returns), that suggests that economic neutrality is advanced when a tax comports with "capital export neutrality." Under capital export neutrality, a source-based tax by itself is undesirable. In contrast, if a business income tax is borne by local labor (through lower wages) and/or local consumers (through higher prices), "capital import neutrality" is desirable, and source-based taxation is consistent with economic efficiency. If a home-imposed business tax is borne by capital, but a source-based tax is borne by labor and/or consumers, "national neutrality," both home-based and The inherent arbitrariness of any such formula was first noted rigorously in Charles E. McLure The classic definition of economic income, which usually is referred to as the "Schanz-Haig-Simons" definition, is:
Under this definition, income is not a thing. Income is a measure of change over a period. (In the case of an income tax, that period usually is the taxable year.) And, income is a change with respect to a person, not a place.
7 6 One might think that this should not present problems for sourcing. After all, in the case of a business, income is just its increase in wealth-how it did over the relevant period. So, perhaps it is possible to source business income on the basis of where the business's wealth increases."
Unfortunately, looking to the location of the taxpayer's wealth is not a satisfactory sourcing rule. Consider the simple case of a Swiss consultant who does a large project for a U.S. client. The consultant gets paid in Euros by check, which check is deposited in her Swiss bank account. No wealth (other than, perhaps, an intangible right to payment for services) is created in the U.S. Yet, most would say that the U.S. should be able to tax the consulting income if it is "earned" in the U.S. Maybe income should be sourced where it is "earned."
Situating "earning" geographically presents its own set of problems: Consider our consultant further. Does she earn money where she is physically located when she performs a specific activity? If she is able to e-commute from Switzerland to do the work for the U.S. client, does she avoid U.S. tax jurisdiction? If she happens to do most of the hard thinking on the project while on vacation in a no-tax Caribbean tax haven, does she avoid tax altogether? It would seem that the consultant is benefiting from the U.S. by consulting with a U.S. client, so that the U.S. should be able to tax her regardless of the happenstance of where she performs the services. The U.S. certainly should be able to tax her if she works in the U.S., regardless of where she is paid or accumulates wealth.
Similar concerns are presented by the most frequently discussed sourcing problem: the income from intangibles. In the example that has become the focus of policy discussions, a U.S. company develops technology in the U.S., then transfers the technology to a German subsidiary of the U.S. company for use in Germany." Which country should tax the return on the technology? The U.S. has a claim, since the technology was developed with the support of the laws and the economy of the U.S. Germany has a basis, because the income of the German subsidiary from managing and using the technology benefited from the laws and the economy of Germany."
The economics of the taxation of cross-border income related to intangibles is closely related to the special problems presented in taxing multinational enterprises. 80 Economists do not fully understand why these businesses are so profitable. Without this understanding, it is not possible to source much of their income. The economic research generally agrees that multinational enterprises are more than the sum of their parts: Multinational businesses earn extra profits that cannot be attributed to any of the pieces of the agglomeration. One theory for the extra profits is that multinational enterprises benefit from economies of 78. For simplicity, this hypothetical does not reflect issues presented by the legal form of, and consideration for, the transfer.
79. Under current law, the U.S. would try to tax (as foreign-sourced income) much of the return under the "super-royalty" rule of section 482 of the Internal Revenue Code (enacted in 1984). Germany would allow the German subsidiary a deduction for royalties paid or accrued, but impose a 10% withholding tax on royalties paid by the German subsidiary to the U.S. Any German withholding tax would be creditable against the U.S. tax on the super-royalty. 84 Another theory is that these enterprises are best positioned to manage and exploit intangibles." There are institutional advantages in being a multinational corporation.86 Multinationals have cross-border flexibility that enables them to adapt to various types of international business risk." One can argue that the post-modem trend toward outsourcing reflects, at least in part, that multinational businesses are peeling off merely profitable activities in order to focus on activities with the potential for extra profit. The problem that multinational businesses pose for source-based taxation was summarized in 1980-1980!-by Justice Blackmun in the course of upholding the constitutionality of the State of Vermont taxing Mobil Oil on an apportioned part of Mobil's dividends from foreign subsidiaries even though Mobil had only very limited, mostly retail, operations in Vermont: "[S]eparate accounting, while it purports to isolate portions of income received in various States, may fail to account for contributions to income resulting from functional integration, centralization of management, and economies of scale."" Because of these extra profits of multinationals, a key feature of current international tax law cannot achieve its goal: Presently, a transaction between related companies situated in different countries is taxed based on what an arm's-length price between unrelated businesses 84. In fact, the earliest studies of multinational business were by scholars primarily interested in tariffs and trade, not by scholars focused on industrial organization. Paul R. Krugman 
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). Amusingly, one key valued-added aspect of a multinational corporation is a treasury function that, in addition to providing an internal bank (which includes managing foreign currency risk), also can game local tax laws through artful transfer pricing, a possibility not available to 
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[Vol. 66:737 would be, not on what actually is charged, because the stated charge can be manipulated without pre-tax consequences so as to locate the most income in the lowest tax country. For example, a foreign subsidiary can pay its U.S. parent a below-market royalty to use technology offshore. While current law tries to police such transactions by requiring an arm's-length price (royalty), even such a price, if achievable, does not reflect the extra profit in a multinational enterprise." So, this key component of a cross-border business's profitability can be situated where the business chooses through artful transfer pricing. 90 Attempts to police transfer pricing have resulted in amazingly complicated, burdensome, and unsatisfactory law and administrative practice. 91 Because of the difficulties in policing hypothetical arm's-length prices, U.S. states and Canadian provinces turned to formula apportionment. 92 The classic apportionment formula used by many states 93 in the U.S., historically called the "Massachusetts Formula," 94 has three factors, property, payroll, and sales, which are weighted equally: 95 Onethird of the taxed business's income is apportioned to the taxing jurisdiction based on the proportion of property located in the jurisdiction compared to the total property of the taxed business. The other two factors work similarly. This formula is intuitive: Money and labor earn income, hence the first two factors. Without a market, property and payroll could not earn money, hence the third factor.
This classic (evenly-weighted, three-factor) formula presented problems for states that were trying to compete for business. To 95. Id. As noted above, any apportionment formula is inherently arbitrary. McLure, supra note 74, at 334-36. Since arm's-length pricing cannot work and apportionment is inherently arbitrary, one can conclude that a source-based income tax on cross-border income (particularly when the relevant countries have different tax rates) is a bad idea. Id. at 341-46. But, complete repeal is not actively under consideration and the idea of a uniform worldwide rate is in but the earliest stages of consideration. Professors Baldwin and Krugman point out that a uniform worldwide rate of tax on the income from capital is inappropriate in light of the differing benefits different countries provide to agglomerates of business activities situated therein. Richard E. 
